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Foreword
This report o f the practices follow ed in the preparation o f consoli­
dated financial statements by a group o f American industrial corpora­
tions is based upon a survey conducted by the research department o f 
the American Institute o f Accountants. Questionnaires were sent to 
all o f the companies regularly included in the annual publication 
Accounting Trends and Techniques which presented consolidated 
statements in the annual reports issued in 1954, a total o f around 
four hundred. Three hundred twenty-nine questionnaires were re­
turned and analyzed.
The results o f the survey are presented merely as a factual study. 
Where a variety o f practices are disclosed for the treatment o f a given 
phase o f the problem, no attempt has been made to evaluate the 
merits o f the alternatives and no recommendations are made as to the 
procedures which should be follow ed.
Carman  G. Blough, Director of Research 
A merican  Institute of A ccountants
August, 1956
IConsolidation Policy
The survey showed that the principal considerations advanced for 
determining whether or not to include a subsidiary in the consolidated 
statements were: (1 ) the degree o f control by the parent company, 
(2 ) the extent to which the subsidiary is an integral part o f the operat­
ing group, and (3 ) whether the subsidiary is a domestic or a foreign 
corporation.
Out o f the 329 companies which responded to the questionnaire, 
120 indicated that the general policy as to consolidation was based 
primarily on the materiality o f the parent company interest alone. A  
further 176 companies indicated that the policy was based on the 
materiality o f interest plus the extent to which each subsidiary was an 
integral part o f the operating group. T o a large extent these might be 
called “ theoretical”  answers as to what the companies might do under 
certain circumstances, as in actuality only about 100 o f the cases 
studied had unconsolidated subsidiaries.
Degree of Control by Parent Company
M ajority ownership o f the voting stock o f a subsidiary was appar­
ently regarded by many companies as a valid reason for consolidation 
o f domestic subsidiaries. Fourteen companies indicated that only 
wholly-owned subsidiaries were consolidated, but one had shown a 
minority interest in the preceding year, one showed a minority interest 
in its statement filed with the Securities and Exchange Commission, 
two had no unconsolidated subsidiaries at the time o f the report, and 
the investments in subsidiaries o f several others were o f minor signifi­
cance. Two companies indicated that their policy was to draw the line 
at 90%  and two others at 75%  o f stock ownership.
Out o f 60 companies showing subsidiaries with minority interests, 
20 indicated that the amounts were material, but o f these only eight 
excluded the subsidiaries because o f a material minority interest. With 
the exception o f one case where the percentage was 17 .6% , the out­
side interests in these eight excluded subsidiaries varied from  40%  
to 5 0 % .
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Subsidiary an Integral Part of Operating Group
There were 110 companies which had subsidiaries whose opera­
tions were said to be o f a materially different type from  those o f the 
other companies, but only 24 were excluded for this reason. Exam­
ples o f such excluded subsidiaries are:
Bank owned by a department store.
Realty corporation owned by a department store.
Insurance subsidiary o f mail order company.
Insurance subsidiary o f manufacturing concern.
Non-manufacturing subsidiaries o f manufacturing company.
Subsidiary with different line o f products from  those o f parent—  
operates independently.
Finance company owned by automobile manufacturer.
Subsidiary producing strategic materials under contracts with U. S. 
Government, owned by a mining company.
Car rental company owned by manufacturer o f transportation 
equipment.
Power and light subsidiary owned by manufacturing company.
Railroad owned by cement company.
Foreign Subsidiaries
A  variety o f practices were disclosed as to the treatment o f foreign 
subsidiaries. Twenty-four companies excluded all foreign subsidiaries, 
three excluded all foreign subsidiaries except Canadian, one excluded 
all European investments, one excluded all eastern hemisphere sub­
sidiaries, and one included only domestic and North American sub­
sidiaries.
Nine o f these companies had subsidiaries with material amounts o f 
assets subject to exchange restrictions and all o f them were omitted 
from  the consolidation under the foregoing general policies o f exclu­
sion. There were 59 other companies with subsidiaries with material 
amounts o f assets subject to exchange restrictions, and o f these 38 
excluded such subsidiaries for that reason. One other such subsidiary 
was excluded because the percentage o f ownership was below the 
75%  limit which the company used in excluding any subsidiary, 
domestic or foreign.
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Other Factors Affecting Consolidation Policy
A  number o f other factors may account for the omission o f subsid­
iaries from  a consolidation. The survey disclosed a variety o f reasons, 
each one applicable to relatively few cases:
Difference in Accounting Period. There were 71 cases reported in 
which the accounting periods o f one or more subsidiaries (consoli­
dated or unconsolidated) differed from  those o f the parent company. 
O f these, only three indicated that subsidiaries had been excluded 
from  the consolidation for this reason. In the case o f subsidiaries 
which were consolidated in spite o f differences in the accounting 
periods, the gap between accounting periods varied from  six days to 
six months, with one month being the most common.
Senior Securities of Subsidiary Outstanding. It is sometimes felt 
that the presence o f sizeable amounts o f preferred stock or bonds o f a 
subsidiary makes it unwise to include the subsidiary in the consolida­
tion. In 39 o f the reporting companies, there were large amounts o f 
such senior securities outstanding, involving 11 issues o f preferred 
stock and 34 issues o f bonds or long-term notes. O f these only three 
companies excluded such subsidiaries for this reason and in each case 
additional factors appeared to be involved.
Insolvent or Bankrupt Subsidiaries. O f seven cases reported in the 
survey in which there were insolvent or bankrupt subsidiaries involv­
ing material amounts, only one was excluded for this reason.
Other Reasons for Excluding Subsidiaries. Other reasons given for 
excluding certain subsidiaries from  the consolidation were:
N ot material.
Inactive.
Possibility o f loss o f control through conversion or dividend arrear­
ages in connection with preferred stock o f the subsidiary.
Company denies control o f 51%  owned domestic subsidiary.
Foreign subsidiary examined by other accountants and report not 
available in time.
Adverse trade reaction if name o f subsidiary were disclosed.
Consistency with past practice, even though original reason no 
longer exists,
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Consolidation restricted to North American subsidiaries because o f 
debenture indenture provisions restricting dividends and stock 
redemption or retirement to the accumulated consolidated net 
earnings o f the parent company and its North American sub­
sidiaries.
Parent required by law to divest itself o f the subsidiary in the rela­
tively near future.
Temporary investment in distributorship subsequently disposed o f 
shortly after end o f the year.
Subsidiary operates as autonomous unit.
Disclosure of Consolidation Policy
The practices as to disclosure o f the consolidation policy and o f 
significant data relating to unconsolidated subsidiaries are analyzed 
in section IV .
II
Supplementary Financial Statements
In most cases consolidated financial statements were the basic state­
ments presented in the annual report to stockholders. In some cases 
supplementary statements were presented such as statements o f the 
parent company, separate or group statements o f consolidated sub­
sidiaries, and separate or group statements o f unconsolidated sub­
sidiaries.
Parent Company Statements
In only five cases out o f the 329 were financial statements o f the 
parent company submitted in the annual reports, in addition to the 
consolidated statements. One o f these discontinued the practice in the 
following year, and one other company indicated that it had previ­
ously presented such statements, but had omitted them after 1952.
Different forms o f presentation o f the parent company statements 
were used. Two companies merely presented two complete sets o f
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statements, one for the parent company and one for the consolidation. 
Another presented the financial statements in two columns, one head­
ed “ Company”  and the other “ Consolidated.”  Another showed the 
parent company data only in the form  o f a ten-year table o f compara­
tive statistics. One company first presented a complete set o f parent 
company statements, and then a five-colum n statement which broke 
up the affiliated companies into four groups, the fifth column showing 
the consolidated amounts.
Statements of Consolidated Subsidiaries
Only six instances were observed where financial statements of 
consolidated subsidiaries were presented in the annual reports o f the 
companies included in the survey. A ll o f them involved foreign sub­
sidiaries and the details are presented in section X II.
Statements of Unconsolidated Subsidiaries
O f the 329 companies which responded to the questionnaire, 
around 100 had controlled but unconsolidated subsidiaries. In this 
group, 23 instances were observed in which financial statements, in 
varying degrees o f condensation and types o f grouping, were present­
ed for such subsidiaries. The following tabulation indicates the prin­
cipal variations:
Statements of Unconsolidated Subsidiaries
No. Cases
Foreign Subsidiaries.................................................................... 14
(See section X II for details)
Dom estic Subsidiaries
Separate balance sheet and income statem ent..................  5
Group balance sheet and incom e statem ent......................  1
Separate balance sh e e t..........................................................  2
Group balance sh ee t...............................................................  1
 23
12 Consolidated Financial Statement Practices
III
Disclosures as to Consolidated Subsidiaries
While financial statements o f consolidated subsidiaries were occa­
sionally included in the annual report, the com m on practice was to 
use footnotes or special captions in the consolidated financial state­
ments to disclose useful information relating to the subsidiaries which 
had been included in the consolidation. Disclosures o f this type in­
cluded: amounts o f foreign assets and liabilities, unremitted earnings 
o f foreign subsidiaries, types o f exchange rates used in converting 
foreign accounts, prospective income taxes on future transfers o f un­
distributed earnings, contingent liabilities and mutual stockholdings.
Disclosure of Amounts of Foreign Assets and Liabilities
O f the 329 reporting companies, 125 indicated that they had mate­
rial amounts o f foreign assets and liabilities. Disclosure o f the amounts 
was made in 58 cases. (See section X II for details.)
Disclosure of Unremitted Earnings of Foreign Subsidiaries
Eighty-two companies indicated that they had significant amounts 
o f unremitted earnings o f consolidated foreign subsidiaries. Thirty- 
two o f them disclosed the amounts. (See section X II for details.)
Disclosure of Types of Exchange Rates Used
The questionnaire used in the survey included a question as to the 
type o f exchange rates (official, free, etc.) used in converting foreign 
balances, and the results will be found in section X II. N o question 
was asked as to the disclosure o f this information, but a sample o f 50 
annual reports indicated that disclosure was made in about 40%  o f 
the cases. About 35%  o f the companies made general comments as to 
the rates o f exchange which were used. The remaining 25%  made no 
disclosure o f policy or practice on this point.
Prospective Income Taxes on Future Dividends
The questionnaire also included questions as to the provision for 
prospective income taxes on transfers o f available undistributed earn-
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ings o f consolidated subsidiaries, and the results will be found in sec­
tion IX . N o question was asked as to the disclosure o f this informa­
tion, but it was possible to make certain observations as to the prac­
tice on this point. Only one o f the 15 cases in which a provision was 
made in the accounts for such prospective taxes made a disclosure o f 
the provision in the annual report. The footnote read as follow s:
“ The Company and its subsidiaries have made full provision 
as o f July 31, 1953, for all known liabilities in respect o f U. S. and 
local foreign incom e taxes to which they are subject. In addition, there 
has been appropriated from  Earned Surplus a provision for theoreti­
cal tax liability which would have been incurred by the Company had 
it received in dividends during the year the distributable Earned Sur­
plus o f all subsidiaries. This appropriation is adjusted annually through 
Earned Surplus. However, no such tax liability has been incurred; it 
may never be incurred, depending on the needs o f the particular sub­
sidiary; and the amount, if ever incurred, is presently indeterminable, 
being dependent upon income tax rates in effect at the actual time o f 
transfer. A s o f July 31, 1953, this appropriation for theoretical tax 
liability amounted to $8,416,769.79 as compared with $10,496,­
927.58 as o f July 31, 1952, a decrease o f $2,080,157.79 for the 
current year.”
In several cases footnote disclosure was made where no provision 
was made in the accounts. Some examples are:
1. “ If accumulated earnings o f subsidiaries as at December 31, 
1953, aggregating $4,654,050, were distributed in dividends to the 
parent company, the dividends would be subject to federal and other 
incom e taxes.”
2. “ The amount available for distribution to shareholders . . . will 
be reduced by applicable foreign and United States taxes on any divi­
dends which may be declared by subsidiary companies.”
3. “ Undistributed earnings o f foreign subsidiaries consolidated 
. . .  are generally subject to legal and exchange restrictions and, upon 
distribution as dividends, to foreign and domestic taxes not provided 
for in the accounts.”
4. “ Undistributed surplus o f subsidiary companies may be subject 
to taxes when transferred [to  the parent] in the form  o f dividends.”
5. “ It is estimated (based on present laws) that additional foreign 
taxes on transfers to the parent company o f the accumulated surplus
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o f foreign subsidiaries would approximate $165,000 at March 31, 
1953 and $139,000 at March 31, 1952. N o provision has been made 
for such foreign taxes or United States taxes as may be paid if and 
when accumulated earnings o f subsidiaries are distributed to the par­
ent company since such taxes may never accrue.”
Disclosure of Contingent Liabilities of Subsidiaries
The existence o f contingent liabilities o f subsidiaries was indicated 
in 93 cases. O f these, 87 merged the amounts with the contingent lia­
bilities o f the parent company, four showed the contingent liabilities 
o f the subsidiaries separately, and two made no disclosure o f such 
items.
Disclosure of Mutual Stockholdings
Only four companies, out o f the 329 studied, indicated that shares 
o f stock o f the parent company were held by one or more subsidiaries, 
where there was a substantial minority interest. In each case the 
shares were treated as treasury stock and there was no disclosure that 
the shares were held by a subsidiary.
IV
Disclosures as to Unconsolidated Subsidiaries
Around 100 o f the 329 cases studied had controlled but unconsoli­
dated subsidiaries, and in 23 cases financial statements o f such sub­
sidiaries were presented in the annual report (see section I I ). In the 
other cases, disclosure o f information relating to the unconsolidated 
companies was confined to footnotes or other informal notations. The 
principal items covered by such disclosures were the consolidation pol­
icy being follow ed, and the equity o f the parent company in the net 
assets and earnings o f the unconsolidated subsidiaries.
Disclosure of Consolidation Policy
The variations as to consolidation policy were explored in section I. 
The principal factors which determined whether or not a given subsidi-
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ary was included in the consolidation were: degree o f control by the 
parent company, the extent to which the subsidiary was an integral 
part o f the operating group, and whether the subsidiary was a domestic 
or foreign company.
The answers to the questions indicated that disclosure o f consolida­
tion policy is a frequent but not universal practice. A n inspection was 
made o f the annual reports o f 103 (approximately all) o f the com ­
panies which reported that controlled subsidiaries had been excluded 
from  the consolidated statements. The following tabulation indicates 
the various ways in which disclosure was made o f the consolidation 
policy, as well as the number o f cases in which no disclosure was 
made:
D isclosure of Consolidation Policy
No. Cases
Footnote covering the principles o f con solidation ............ 37
Heading o f statements indicated policy fo llo w e d ............ 24
Policy could be inferred from  the description o f uncon­
solidated subsidiaries in consolidated balance sheet,
or from  supplementary lis tin g ........................................ 18
N o clear disclosure (subsidiaries were immaterial or in­
active in 12 cases) ..........................................................  24
103
Disclosure of Equity of Parent Company in Unconsolidated Subsidiaries
It was com m on practice to disclose the equity o f the parent com ­
pany in the net assets and in the current earnings o f the unconsolidat­
ed subsidiaries. Other related items were sometimes shown as well. 
The following tabulation indicates some o f the variations which were 
observed:
D isclosure of Equity of Parent Company
No. Cases
Complete or condensed financial statements ................  23
Equity in net assets and current earn in gs.........................  23
Equity in net assets a lo n e ...................................................... 11
Equity in undistributed current earnings a lo n e ................  7
Equity in undistributed current and accumulated earnings 3
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No. Cases
Equity in net assets and in accumulated retained earn­
ings ...............................................................................................  2
Equity in net assets, in accumulated retained earnings
and in current earn ings............................................................  1
Equity in accumulated undistributed earnings alone . . . .  1
The amount o f dividends received from  unconsolidated subsidiaries 
during the current year was usually indicated, either in a footnote, in 
the incom e statement, or in both. In some cases the equity o f the 
parent company was presented indirectly, by indicating the excess o f 
the equity in net assets over the cost o f the investment, and the excess 
o f the equity in current earnings over the dividends received, or by 
giving the amount o f the net assets and the earnings and supplying the 
percentage o f ownership o f the parent company so that the position o f 
the parent could easily be calculated.
Although the most com m on practice was to carry the investment in 
unconsolidated subsidiaries at cost on the consolidated balance sheet, 
a few companies carried the investment at the equity o f the parent 
company in the net assets o f the subsidiary. In these cases the equity 
in the current earnings o f the subsidiaries was handled in various 
ways such as:
(1 ) Shown as a separate item in the consolidated income 
statement and included in consolidated earned surplus.
(2 ) Combined with other miscellaneous income items on the 
consolidated incom e statement, and included in consoli­
dated earned surplus.
(3 ) Undistributed current earnings were shown as a special 
division o f “ Capital and Paid-in Surplus”  on the con­
solidated balance sheet, only the dividends received ap­
pearing on the consolidated incom e statement.
(4 ) Undistributed earnings for the period were shown as a 
special item in the earned surplus schedule, dividends 
received appearing on the consolidated incom e statement.
(5 ) The income statement was prepared on a fully consoli­
dated basis; the excess o f the net income o f unconsolidat­
ed subsidiaries over the dividends received by the parent 
company was deducted toward the end o f the income 
statement and carried to a separate section o f earned 




M inority interests were present in 60 out o f the 329 cases studied. 
Information was obtained on the following problems in relation to the 
treatment in consolidation o f the minority interest: elimination of 
intercompany profits, computation o f the amount o f the minority in­
terest, treatment o f a deficit in the minority interest, allocation o f the 
incom e tax, and disclosure o f the minority interest on the financial 
statements.
Elimination of Intercompany Profits
O f the 60 companies which had minority interests, 33 reported that 
they had the problem  o f intercompany profit made by the parent com ­
pany. Thirty eliminated the profit entirely from  the consolidated 
earned surplus, two eliminated only the portion corresponding to the 
parent com pany’s interest in the subsidiary, and one, a meat packer, 
made no elimination because the inventories were valued at selling 
price less allowance for selling and distribution expenses.
Nineteen companies indicated that intercompany profit had been 
made by subsidiary companies. Sixteen eliminated the entire amount 
from  consolidated earned surplus, one eliminated only the parent 
company’s share, and two made a complete elimination but divided 
the amount between consolidated earned surplus and the minority in­
terest.
Computation of the Minority Interest
Thirty companies which had minority interests reported that they 
had the problem  o f having paid more or less than the related under­
lying net assets on the books o f the subsidiary, in other words, posi­
tive or negative “ goodw ill.”  O f these, four reflected the price paid by 
the parent company in the computation o f the minority interest, while 
twenty-six did not.
Deficit In Minority Interest
A  question was asked as to the treatment o f “ a material minority 
interest in deficit in excess o f minority interest in capital stock.”  Only
18 Consolidated Financial Statement Practices
six companies appeared to have had this problem. Four indicated 
that the deficit in the minority interest was charged to the consolidat­
ed or majority interest, and two offset such amounts against positive 
minority interests in other subsidiaries.
Allocation of Income Tax
The question was asked how incom e taxes were apportioned where 
consolidated tax returns were filed, some members o f the group had 
losses, and there was a minority interest. Only eight companies indi­
cated that they were faced with this problem.
Four companies apportioned the tax in accordance with the taxable 
income each had produced, disregarding any member which had a 
loss. Three apportioned the tax on the basis o f the percentage which 
the tax each member would have paid had it filed a separate return 
was o f the total o f these separate taxes. One follow ed the practice o f 
charging each subsidiary with 52%  o f its net taxable income.
Disclosure of Minority Interest
N o question was included in the questionnaire as to the treatment 
o f the minority interest in the financial statements. The following in­
form ation was obtained by an inspection o f the annual reports o f 85 
companies, 60 o f which had responded to the questionnaire. The posi­
tion o f the minority interest on the balance sheet is indicated by the 
following tabulation:
Position of M inority Interest on Balance Sheet
No. Cases
A s a Liability ........................................................................  23
Below “ Total Liabilities”  and just above parent company
stockholders’ e q u ity ..........................................................  3
Classified as part o f stockholders’ e q u ity .......................... 3
Unclassified— just above capital stock o f parent:
Total parent company stockholders’ equity shown . . 48
Total parent company stockholders’ equity not shown 8
85
Elimination of Investment 19
In all but two o f the 85 cases, the minority interest was presented as 
one amount for each class o f stock (com m on or preferred). In the 
two cases, the amount was divided between capital stock and earned 
surplus.
The treatment o f the minority interest on the income statement was 
as follow s:
T reatm ent  of M inority Interest on Income Statement
No. Cases
A s a separate and final deduction (addition, if loss) in
arriving at the net income for the y e a r .......................... 33
One o f the deductions (incom e, if loss) in a one-step in­
com e statement .................................................................  11
Shown as one o f the non-operating expenses or income
deductions (incom e, if l o s s ) .............................................  9
One o f the unclassified deductions in arriving at net in­
com e before income ta x e s .................................................  4




The survey included a number o f questions relating to the treat­
ment in the consolidated balance sheet o f the difference between the 
cost to the parent company o f the shares o f a subsidiary and the 
amounts shown on the books o f the subsidiary for the underlying 
assets. A  variety o f practices was disclosed, as indicated in the tabula­
tions on the following page.
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Cost of Investment in Excess of Underlying A ssets
No. Cases
Charged to earned surplus (parent or consolidated) . . 31*
Charged to capital surplus .................................................  20*
Assigned to assets o f subsidiary (usually fixed assets),
with corresponding adjustment o f depreciation ............ 32†
Described as goodwill or similar in tan gible........................  16
Charged against income o f parent company in year o f
acquisition .............................................................................  4
Charged against negative goodwill .................................. 3
Set up as a deferred charge and am ortized .....................  3
Described as excess o f cost o f investment over underly­
ing assets .......................................   11
Cost of Investment L ess than Underlying A ssets
No. Cases
Described as capital su rp lu s.................................................  46
Deducted from  assets (usually fixed assets) o f subsidiary,
with corresponding adjustment o f depreciation . . 23
Offset against excesses in the opposite direction in con­
nection with other subsidiaries.......................................  34
Added to appreciation surplus ..........................................  1
Added to reserve for anticipated loss on liquidation o f
certain assets........................................................................  1
Described as excess o f underlying assets over the cost o f
the investment .................................................................... 5
*Since the publication o f Accounting Research Bulletin N o. 43, such 
procedures are considered improper.
†In seven o f these cases, the amounts o f the assets were adjusted on 
the books o f the subsidiary. In the others, adjustments were made 
only for consolidated statement purposes.
VII
Acquisition of Subsidiaries 2 1
Problems in Acquisition of Subsidiaries
The “ date o f acquisition”  is a significant point o f time in the prep­
aration o f consolidated financial statements. The survey included 
several questions relating to this problem.
Transactions Between Companies Before Affiliation
There may have been transactions between members o f a consoli­
dated group prior to the time when they became parent and subsidi­
aries. Six companies reported that a material amount o f profit had 
been made by a company which afterward became a parent, on a sale 
to a com pany which later became a subsidiary; the asset still re­
mained with the subsidiary at the date o f the consolidated statements. 
In five o f these cases, the profit was eliminated for consolidation pur­
poses. It was not possible to determine the disposition o f the profit in 
the sixth case.
In only two cases was a material amount o f profit made by a com ­
pany which afterward became a subsidiary, on a sale to a company 
which afterward became a parent. In one o f them, the profit was elim­
inated in the consolidated statements while the sold asset remained 
with the parent; in the other, it was not.
Piecemeal Acquisition of Control
In 60 cases it was indicated that several blocks o f stock o f a sub­
sidiary had been purchased at various dates, culminating in control o f 
the subsidiary. The “ date o f acquisition”  for use in the calculation o f 
the difference between the cost and the book value o f the shares ac­
quired by the parent, or for the computation o f the acquired or pre­
acquisition surplus, was said to be:
Date of A cquisition
Date control was acquired .........
The several dates o f acquisition . . 
Date o f latest large purchase 
Date 100%  o f stock was acquired 
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Reduction In Shares of Subsidiary Held by Parent
Five cases were reported in which material amounts o f the shares 
o f subsidiaries had been disposed of, control still being maintained. 
A s to the determination o f the “ date o f acquisition,”  one used the 
first-in, first-out basis, one used weighted average, and three used spe­
cific identification.
Issue of Additional Shares of Stock of Subsidiary
The issue o f additional shares o f capital stock o f a subsidiary after 
its acquisition by the parent company may result in a dilution o f or 
an increase in the parent company’s interest in the surplus at date o f 
acquisition. In three cases additional shares were issued, but an ad­
justment o f acquisition surplus was required in only one o f the three. 
In one case, the parent acquired a proportionate amount o f the new 
capital stock, and in the other the new stock was issued at net asset 
value.
Surplus Reserves at Date of Acquisition
Twelve cases were reported where subsidiaries had surplus reserves 
o f material amounts at the date o f acquisition. A ll o f them treated 
the reserves as part o f the acquisition surplus.
Earned Surplus at Date of Acquisition Carried Forward
In nine instances the amount o f the earned surplus o f subsidiaries 
at the date o f acquisition was carried forward as consolidated earned 
surplus, the acquisition being a step in the process o f a “pooling o f 
interests.” *
Two companies indicated that although the acquisitions met the 
tests o f a pooling o f interests, they were not so treated, one because 
it was “ not customary in 1940”  and the other because the amount 
involved was considered to be too small for such treatment.
Prorating Subsidiary's Income
In 58 o f the cases covered by the survey, existing companies were 
acquired as subsidiaries during the fiscal year, far enough from  the be­
ginning or end o f the year so that the problem  arose o f prorating the
*See chapter 7(c), Business Combinations, Accounting Research Bulletin No. 43.
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revenue and expense items o f the subsidiary in the preparation o f the 
consolidated statements. In all o f these cases the amounts included 
in the consolidated income statement were restricted to those applica­
ble to the post-acquisition period. In one instance, a footnote gave 
the net income o f the subsidiary for the entire year, as well as the 
amount applicable to the post-acquisition period.
VIII
Capitalized Earned Surplus of Subsidiaries
Thirty-four o f the companies reported that earned surplus o f con­
solidated subsidiaries, earned after their acquisition by the parent 
company, had been capitalized by means o f a stock dividend or other­
wise. In three o f these cases, the amount so capitalized was shown as 
capital surplus in the consolidated balance sheet. The remaining 
thirty-one companies made no allocation o f such amounts, with the 
result that they appeared as part o f the consolidated earned surplus.
IX
Income Tax Problems
The apportionment o f incom e taxes where consolidated returns 
were filed, some members o f the group had losses, and there was a 
minority interest, was covered in section V , M inority Interests. The 
remaining incom e tax problems on which information was obtained in 
the survey were: (1 ) the apportionment o f income taxes where con­
solidated returns were filed, some members o f the group had losses, 
and there was no minority interest, (2 ) the provision for prospective 
taxes on transfers o f undistributed earnings o f consolidated subsidi­
aries, and (3 ) the deferment o f the incom e tax relating to intercom­
pany profits where separate returns were filed.
Apportionment of Income Taxes
Seventeen companies indicated a method o f apportionment o f the 
income tax where consolidated returns were filed, some members o f 
the group had losses, and there was no minority interest. The methods 
used are indicated in the following tabulation:
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A pportionment of Income Taxes
No. Cases
Apportion the tax in accordance with the taxable income 
each company had produced, disregarding any mem­
ber which had a l o s s ........................................................  6
Same as (1 ) with the proviso that the tax attributable to 
any company should not be higher than it would have
been had such company filed a separate return, any 
such excess o f the tax to be attributed to those com ­
panies whose tax was lower by reason o f the consoli­
dation  .................................................................................  4
Apportion the tax on the basis o f the percentage which 
the tax each member would have paid had it filed a 
separate return is o f the total o f these separate taxes . . 6
Apportion the tax in accordance with the taxable income 
each company had produced, companies having losses 
being credited with their contribution to the reduction 
in ta x e s .................................................................................  1
17
Provision for Prospective Taxes on Undistributed Earnings
O f the 329 reporting companies, 181 had material amounts o f 
available undistributed earnings o f consolidated subsidiaries. O f these, 
15 made provision for prospective income taxes on such amounts as 
follow s:
Provision for Prospective Taxes
No. Cases
On all unblocked undistributed earnings o f domestic and
foreign subsidiaries..................... .......................................  8
Only on foreign unblocked earnings which there was a
firm intention to transfer...................................................  4
On all undistributed earnings o f foreign subsidiaries . . 2
On all undistributed earnings o f foreign subsidiaries 
earned after the date o f acquisition ................................  1
15
Intercompany Profits
Thirteen o f the fifteen companies indicated that the income tax was 
computed at current rates, while two used an estimated future rate.
2$
Deferment of the Income Tax on Intercompany Profits
Separate incom e tax returns were filed for individual companies in 
the case o f 299 out o f the 329 companies included in the survey. O f 
these, 79 indicated that they had the problem  o f material amounts o f 
intercompany profits, but only nine reported that on the consolidated 
statements the tax relating to the intercompany profits was deferred 




In seven cases it was indicated that material amounts o f intercom­
pany profits had been made by the parent company from  transactions 
with unconsolidated subsidiaries. Four companies follow ed the policy 
o f deferring the intercompany profits until realized through sale to 
outsiders, while three did not.
In three instances the intercompany profit was made by subsidi­
aries from  transactions with the parent company. One company ex­
cluded the profit from  the earnings o f the subsidiary, one merely dis­
closed the amount in a footnote, and the third neither disclosed nor 
excluded the amount.
XI
Uniformity of Accounting Practices 
Within Consolidated Group
O f the 329 reporting companies, 300 indicated that it was the pol­
icy to have the accounting practices follow ed by subsidiaries substan­
tially in conform ity with each other and with those follow ed by the 
parent company. Only eight said “ not necessarily.”  The remainder 
cited a number o f variations due to such factors as the requirements 
o f regulatory agencies, the requirements o f foreign governments, the
26 Consolidated Financial Statement Practices
use o f the LIFO  method o f inventory pricing in some companies but 
not in others, differences in depreciation methods, and differences due 
to the variations in the character o f the business operations.
XII
Foreign Subsidiaries
For the most part, the practices disclosed by the study apply both 
to domestic and foreign subsidiaries. The purpose o f this section is to 
present information which relates specifically to foreign subsidiaries. 
The subjects covered in the survey included the presentation o f finan­
cial statements o f consolidated and unconsolidated foreign subsidi­
aries, footnote disclosure o f data relating to consolidated and uncon­
solidated foreign subsidiaries, provisions for prospective income taxes 
on undistributed earnings o f consolidated foreign subsidiaries, and the 
conversion rates used for foreign assets and liabilities.
Financial Statements of Consolidated Foreign Subsidiaries
In only six cases were financial statements for consolidated subsidi­
aries presented in the annual report. A ll o f them involved the use o f 
group statements which, with two exceptions, were restricted to for­
eign subsidiaries. In all but one instance, columnar schedules were 
used. The headings were as follow s:
(1 ) Parent company “ and certain subsidiaries” ; an equip­
ment lessor; a manufacturing and purchasing subsidiary; 
Canadian subsidiaries; consolidated.
(2 ) United States and Canada; Other Western Hemisphere; 
Eastern Hemisphere— British Empire; Eastern Hemi­
sphere— Other; Total.
(3 ) North Am erica; South Am erica; British Isles and Conti­
nental Europe; Other Foreign Countries; Total.
(4 ) British Empire and Other Foreign; Latin Am erica—  
Argentina; Latin Am erica— Other; Together.
(5 ) M exico and South Am erica; Australia, England and 
South Africa, etc.; A ll Other; Total.
The data were usually presented in the form  o f condensed balance 
sheets. In only one case was a group incom e statement included.
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Financial Statements of Unconsolidated Foreign Subsidiaries
The inclusion in the annual report o f financial statements for un­
consolidated foreign subsidiaries occurred more frequently than in the 
case o f the consolidated subsidiaries. The following tabulation indi­
cates the principal variations which were used:
Statements of U nconsolidated Foreign Subsidiaries
No. Cases
Separate balance sheet and income statem ent................... 2
(O ne showed the data in a foreign currency)
Group balance sheet and incom e statem ent.....................  9
(O ne showed the data in a foreign currency, two used 
highly condensed statements in footnotes, two present­
ed the statements in the president’s letter, and two used 
columnar statements showing a geographical analysis.)
Separate balance s h e e t..........................................................  1
Group balance sh ee t...............................................................  2
(Both companies included the subsidiaries in the con­
solidated income statement, but not in the consolidated 
balance sheet. One presented a geographical analysis.)
Disclosures as to Consolidated Foreign Subsidiaries
Amounts of Foreign Assets and Liabilities. The most com m on 
form  o f disclosure o f the amounts o f foreign assets and liabilities (44  
cases) was a footnote to the financial statements. In two instances the 
note was included in the president’s letter. The information given in 
the notes was shown in various ways and in a number o f different 
combinations, as the following tabulation indicates:
D isclosure of Foreign A ssets and L iabilities
No. Cases
Net assets, current assets........................................................  10
Net assets, net current assets.................................................  1
Net assets, net current assets (divided between Canada
and other countries) ........................................................  1
Net current assets, other a sse ts ..........................................  8
Net current assets, other assets (divided between Eng­
lish and Canadian) ..........................................................  1
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No. Cases
Current assets, current liabilities, net current assets, other
assets, properties less reserve for depreciation ............ 1
Net current assets, other assets, long term d e b t ..............  1
Current assets, other assets, plant and equipment, liabili­
ties ...............................................................................................  1
Current assets, current liabilities, long term d e b t ............ 1
Working capital, investments, p rop erties................................  1
Net current assets, fixed assets, long term d e b t ................  2
Net assets, current assets, current liab ilities.....................  2
Current assets, current lia b ilities..............................................  1
Net current assets..........................................................................  3
Total current assets, current assets in countries having
restrictions on free transfer o f fu n d s ..................................  1
Net a sse ts ........................................................................................  1
Assets indicated to be insignificant, long term debt . . . .  1
Percentage o f consolidated fixed assets, o f consolidated 
current assets and o f consolidated current liabilities in
foreign countries .....................................................................  1
Percentage o f consolidated net current assets, o f cash
balances, and o f other assets in foreign countries . . . .  1
Percentage o f consolidated net current a sse ts ................  1
Schedule which included total assets, current assets and
liabilities with five-way geographical an alysis..................... 1
Schedule which included net assets subject to exchange, 
net assets not subject to exchange, book value o f in­
vestments, and total net assets divided between consoli­
dated and unconsolidated subsidiaries................................  1
Schedule which included current assets, current liabilities, 
total assets and total liabilities with five-way geograph­
ical analysis ............................................................................... 1
Schedule which included net current assets excluding ad­
vances from  parent company, advances by parent com ­
pany, working capital, and net fixed and other assets,
with six-way geographical an alysis.......................................  1
Note in president’s letter— net assets, net assets in Cana­
da, net current assets, other a ssets.......................................  1
Note in president’s letter— five-way geographical analy­
sis o f net a ssets..........................................................................  1
 46 
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Forty-two other companies stated that no disclosure was made o f 
the amounts o f foreign assets and liabilities. In 13 o f these cases it 
was stated that the subsidiaries were located in Canada, Puerto R ico, 
or Cuba.
Unremitted Earnings of Foreign Subsidiaries. Fifty o f the com ­
panies which had unremitted earnings o f consolidated foreign sub­
sidiaries reported “ no disclosure.”  Twenty-two others covered the 
point in a footnote. The most com m on footnote procedure was to in­
dicate the amount o f undistributed earnings o f foreign subsidiaries 
which was included in the consolidated earned surplus. Some foot­
notes mentioned only the amounts in countries where the distribution 
was subject to exchange restrictions. Others com bined the comment 
with an indication o f unremitted earnings o f domestic subsidiaries. In 
several cases a general statement was made as to restrictions on the 
transfer o f earnings, but no amount was given. In other instances the 
amounts were shown as part o f a footnote schedule containing various 
data relating to the foreign subsidiaries.
In six cases the amount o f undistributed earnings for the year was 
deducted on the income statement in arriving at the net incom e for 
the year and was carried to a special account on the balance sheet. 
The variations which were observed were as follow s:
(1 ) This method was used only for earnings not available for trans­
fer. Prior years’ earnings remitted in the current year were shown as 
an offset on the income statement to the deduction for current un­
remitted earnings. The balance-sheet account was called “ Reserve for 
foreign activities”  and was shown in the “ reserve”  section o f the 
balance sheet. Footnote explanation was made o f the policy being 
followed.
(2 ) Unremitted earnings o f “ Subsidiary companies operating in 
other countries”  were shown as a special section o f “ Incom e Invested 
in the Business.”  They were also included in a footnote explanation.
(3 ) Tw o special sections o f “ Earnings Retained in the Business”  
were used: “ Earnings retained in foreign businesses o f subsidiary 
companies pursuant to statutory requirements”  and “ Other earnings 
retained in foreign businesses o f subsidiary companies.”  A  footnote 
showed an analysis o f the latter item during the current period.
(4 ) The deduction on the income statement was included in “ Oth­
er Deductions”  which were analyzed in a footnote. A  “ Reserve for 
unremitted foreign profits”  appeared in a “ reserve”  section o f the bal­
ance sheet. There was also a footnote indicating the amount o f unre­
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mitted profits in the reserve, and also the amount which had not been 
carried to the reserve and which therefore was in earned surplus.
(5 ) The amount o f unremitted earnings was carried in the balance 
sheet as a special item under “ Capital and Surplus” — “ Unremitted 
earnings o f foreign subsidiaries and branches not included in earned 
surplus.”
(6 ) The deduction on the income statement did not include the 
unremitted earnings o f Canadian subsidiaries. This company does not 
present a consolidated balance sheet. The accumulated retained earn­
ings o f the foreign subsidiaries were shown in a special schedule o f in­
vestments in foreign subsidiaries and branches. There was also a foot­
note explanation.
In one case, unremitted earnings subject to exchange restrictions 
were added to the investment account and credited to a reserve for 
unremitted foreign profits. Amounts were then transferred to the in­
com e statement as exchange restrictions were removed.
Other variations in the reporting o f unremitted earnings included a 
parenthetical indication o f the amount as part o f the descriptive cap­
tion o f consolidated earned surplus on the balance sheet, the use o f 
group or separate statements o f subsidiaries which indicate the amount 
o f net income retained in the business, and a comment in the presi­
dent’s letter disclosing the amount o f the current earnings retained by 
the foreign subsidiaries.
Disclosures as to Unconsolidated Foreign Subsidiaries
It was indicated in section I that the fact that a subsidiary was a 
foreign corporation was one o f the three most com m on reasons for 
excluding it from  the consolidated statements. In section IV , it was 
reported that disclosure o f consolidation policy is a frequent but not 
universal practice, and that a com m on practice is to disclose the 
equity o f the parent company in the net assets and in the current 
earnings o f the unconsolidated subsidiaries. The report on this prac­
tice in section IV  applies to foreign as well as to domestic subsidiaries.
Prospective Income Taxes on Undistributed Earnings
Section IX  contains information as to the provision for prospective 
incom e taxes on undistributed earnings o f consolidated subsidiaries. 
Some o f the data relate specifically to foreign subsidiaries.
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Conversion Rates Used for Foreign Assets and Liabilities
O f the 329 companies included in the survey, 125 indicated that 
they had material amounts o f foreign assets and/or liabilities. In an­
swer to the question as to whether the amounts were converted with 
the use o f “ free rates”  or “ official rates,”  57 indicated that free rates 
were used, 30 said that official rates were employed, and the remain­
der made a variety o f comments, which can only be summarized as: 
“ It depends upon the circumstances.”  It was clear that current assets 
and liabilities were commonly converted at free rates. In the case o f 
the more stable currencies the answer was often “par,”  or, in the case 
o f Canadian investments, “ dollar for dollar.”
